STATE OF MAI NE Docket No. 97-796

PUBLI C UTI LI TIES COW SSI ON Oct ober 30, 1998
BANGOR HYDRO ELECTRI C COMPANY ORDER
Petition for Affiliated Approval (Phase I1)

Needed in Connection w th Bangor
Gas Conpany Transaction

VWELCH, Chairnman; NUGENT, and DI AMOND, Conmi ssi oners

l. SUMMARY OF DECISION

In this Order, we approve an investnent of $1,224,000 by
Bangor Hydro-El ectric Conpany (BHE) in Bangor Gas Conpany, LLC
(B&O) . This anmpount represents $624, 000 al ready expended by BHE
i n devel opnent costs, and an additional $600, 000 for which BHE
has sought authority to invest. W further clarify that BHE mnust
seek our prior approval for all nonies expended on BGC, whet her
expenditures are characterized as investnments, devel opnent costs,
or ot herwi se.?

11. PROCEDURAL HISTORY

On Cct ober 29, 1997, BHE filed, together with BGC, a
Consol i dated Petition in which BHE requested authority to
participate in Bangor Gas, and Bangor Gas requested authorization
to provide gas service as a public utility gas conmpany serving
the greater Bangor area. The conpanies' notion to consolidate
t hese two cases was denied, and accordingly BHE s petition and
BGC s petition have proceeded in separate dockets. BHE sought
aut hori zation to invest $2.5 mllion in Bangor Gas, through a
whol | y-owned subsidiary. Parties in this case included BHE, the
Publ i c Advocate, BGC, Maritines and Northeast Pipelines, LLC
(Maritinmes), and Central ©Mine Power Conpany (CWP).

On March 26, 1998, we issued an Order Rejecting Stipulation
and Approving Second Revised Stipulation (Phase | Oder). In
that Order, we rejected the original stipulation filed on behalf

'!BHE's investnent in BGC will be through its wholly-owned
subsi di ary Penobscot Natural Gas (PNG. W approved the creation
of the subsidiary in our Order Rejecting Stipulation and
Approvi ng Second Revised Stipulation, Docket No. 97-796, (Mar.
26, 1998), Phase | Order.

2\ decline to approve the stipulation submtted to us
concerni ng the $600, 000 request by BHE because it fails to
address the devel opnent costs al ready expended.
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of BHE, BGC, Maritinmes, and the Public Advocate. W concl uded
that the original stipulation was inconsistent with the findings
the Comm ssion is required to nake pursuant to 35-A MR S. A §
708 and inconsistent with the Comm ssion policy set forth in the
Comm ssion's order provisionally adopting Chapter 820 of the
Conmi ssion's rul es.

W i nstead approved the Second Revised Stipulation filed
subsequently by the same parties. The Phase | Order approved an
i nvestnment by BHE of its devel opnment costs associated with BGC

plus a cash investrment of up to $2.5 mllion, conditioned upon
BHE s denonstrating in a subsequent filing that it was in "sound
financial condition.”™ The Phase | Order also allowed BHE to form

a subsidiary for the purpose of investing in BG. Finally, the
Second Revi sed Stipulation, approved in the Phase | O der,
cont ai ned provisions to hold ratepayers harml ess fromthe
negati ve consequences of BHE s investnent.

On July 7, 1998, BGC nade a supplenental filing seeking
authority to nake a cash investnment of $600,000 in its
whol | y- owned subsi di ary, Penobscot Natural Gas (PNG so that PNG
could invest in BGC. The Comm ssion's Advisory Staff (Advisors)
and the parties conducted discovery. The Public Advocate filed
comments stating that he neither opposed nor supported the
$600, 000 cash investnent. The Advisors issued a Bench Anal ysis
on Septenber 4, 1998.

Coi ncidentally on Septenber 4, 1998, counsel for BHE filed a
stipulation on behalf of BHE, BGC and Maritinmes. These parties
agreed that BHE should be permitted to invest $600,000 in cash in
PNG for the purpose of PNG s investing the sanme anmount in BGC.

No party opposed the Stipulation. On Septenber 11, 1998, the
Comm ssion held a hearing on BHE s petition for authority to
invest in BGC. BHE, BGC and the Public Advocate participated in
the hearing. On Septenber 12, the Exam ner issued a procedural
order asking the parties to address in their briefs matters
relating to Section 3.2 of the Bangor Gas Conpany, LLC, Anmended
and Restated Operating Agreenment (Operating Agreenent). BHE, BGC
and the Public Advocate filed briefs on whether BHE s requested
petition should be granted.

111. STANDARD FOR DETERMINING FINANCIAL SOUNDNESS

A. St andards Set Forth in 35-A MR S.A. 8 708, Ch. 820,
and the Phase | Order.
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Section 708 of Title 35-A provides that no
reorgani zati on may be approved unl ess the applicant establishes
that the reorgani zation is consistent with the interests of the
utility's ratepayers and investors. Section 708 further states
that in granting its approval for a reorganization, the
Comm ssi on shall inpose such terms, conditions and requirenents
as are necessary to protect the interests of ratepayers,
including, in relevant part, provisions which ensure:

¢ that the utility's ability to attract capital on
reasonabl e terns, including the maintenance of a
reasonabl e capital structure, is not inpaired;

¢ that the ability of the utility to provide safe,
reasonabl e and adequate service is not inpaired;

¢ that the utility's credit is not inpaired or adversely
affected; and

¢ that reasonable |imtations are inposed upon the total
| evel of investnment in non-core ventures.

35-A MR S.A § 708(2)(A).

Section 708 thus sets forth the requirenment that
rat epayers be insulated fromthe negative effects of a utility's
investment in non-core activities. W have determ ned in Chapter
820 and in our Phase | Order that, unless the utility is in sound
financial condition, it is inpossible to insulate ratepayers from
t he negative consequences of an investnment. In our Phase |
Order, we stated:

Unless the utility is in sound financi al
condition, provisions requiring a utility to
hol d rat epayers harm ess for the negative
consequences of a utility's investnent in
non-core activities do not provide adequate
protection. Sinply disallow ng costs
associated with the investnment for a conpany
that is already financially troubled may
result in further harmto the utility's
ratepayers. 1In addition, in a rate case it
may be difficult to separate and quantify the
adverse effects on credit and access to
capital resulting froma non-core investnent
from ot her circunstances that nay be
contributing to the utility's troubled
financial circunstances.

Order at 7. We cited our recent characterizations of BHE s
financial condition as "relatively precarious.” W concl uded
t hat :
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because BHE has not shown that the Conpany is
or will be in sound financial condition, BHE
has not established that the reorgani zation
is consistent with the interest of the
utility's ratepayers and investors as
required by 35-A MR S. A 8708(2). Because
of the Conmpany's failure to establish that it
is in sound financial condition, we also
cannot meke the requisite determ nations
pursuant to section 708 of Title 35-A

Order at 7.

By contrast, we found the Second Revised Stipul ation
consistent with the concern expressed in section 708 and Chapter
820 that ratepayers cannot be fully insul ated agai nst negative
effects of utility investnents in non-core activities unless the
utility is financially sound:

The Second Revised Stipulation, on the other
hand, requires BHE to denonstrate that it is
in sound financial condition consistent with
the requirenents of Chapter 820, as finally
adopted, and section 708 of Title 35-A
Chapter 820 as provisionally adopted bars
(absent a waiver) investnment in an affiliate
by a utility that has not attained investnent
grade bond rating or that has filed for or
been granted a tenporary rate increase
pursuant to 35-A MR S. A 81322. |If the
rule, as finally adopted, does not contain
these restrictions, we would still determ ne
pursuant to section 708 of Title 35-A whether
BHE is financially sound.

Order at 8.

Chapter 820, as finally adopted, does not require a utility
seeking perm ssion to invest in a regulated non-core venture to
have an investnent grade bond rating. Instead, the rule provides
that a proposed investnent by a utility in a regul ated non-core
venture i s governed by section 708 of Title 35-A Thus, the
Comm ssi on nmust determ ne case-by-case whether the utility is
financially sound. At issue in this case are first, the factors
we shoul d consider in determning whether a utility is
sufficiently financially sound to justify allow ng the proposed
i nvestment, and second, whether BHE neets that test.

B. Summary of Standard
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We conclude that the standard for determ ning financial
soundness should take into consideration the size of the
investnent in relation to the overall financial health of the

utility. In judging financial health, we will look first to
obj ective financial indicators, such as the ratios used in the
Bench Analysis. |If the indicators show that a conpany’s

financial condition is |ess than robust (as denonstrated, for
exanpl e, by ratios consistent with investnent-grade bond
ratings), we will turn to a nore general exam nation of the
conpany's financial condition to acertain whether the investnent
shoul d neverthel ess be permtted. Qur analysis of BHE s
condition is detail ed bel ow.

C. Factors in Detern ning Fi nanci al Soundness

1. Fi nanci al Rati os

The Bench Anal ysis provides a di scussion of
specific financial ratios used by the financial comrunity in
assessing the financial health of a business. The ratio analysis
exam nes several of BHE s financial ratios, including its
| everage ratio (total debt ratio) and its various interest
coverage and cash flow ratios, using the Conpany's npbst current
financial forecast. These ratios assist in evaluating the
Conmpany's long-termrisk and return characteristics and thus its
ability to attract capital in the future. According to one
study, "the nost inportant variables used by investnent bankers
to evaluate the risk of public utilities were the tines interest
earned [pre-tax interest coverage] and overall cash flow coverage
rati os."® The anal ysis of financial statenents and ratios
provi des a neans of objectively nmeasuring a utility’'s (or any
firms) financial health. 1In the words of another schol ar:

Anal ysts have al ways been interested in using
financial ratios to identify which firns

m ght default on | oans or decl are bankruptcy.
Several studies have attenpted to identify a
set of ratios for this purpose . . . . The
anal ysi s i nvolves exam ning a nunber of
financial ratios expected to reflect
declining liquidity for several years
(usually 5 years) prior to the declaration of
bankruptcy. . . . Sonme of the nodels have
been able to properly classify over 80% of
the firms 1 year prior to failure, and

*Roger A. Morin, Regulatory Finance: Utilities' Cost of
Capital, at 79 (2nd ed. 1994).
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achi eve high classification results 3 to 5
years before failure.*

Among the ratios identified as valuable in
predicting severe financial distress are cash flowto total debt
ratio, and debt to total capital. These ratios are shown on
Exhibit 7 and Exhibit 8 to the Bench Analysis. The Bench
Anal ysis eval uated these ratios using both historical data and
t he Conpany's own forecast. |In addition, the Bench Anal ysis
adj usted these ratios based on the possibility that BHE' s al | owed
rate of return on equity (ROE) would be |ower after the year 2000
than the 12. 75% nodel ed by BHE

BHE and BGC claimthat the Legislature s anendnent
to Chapter 820 prevents us fromrelying on an investnent grade
bond rating to determ ne whether to allow a proposed investnent
in a regul ated non-core venture. They claim therefore, that the
Bench Analysis is irrelevant to the determ nation of whether BHE
shoul d be allowed to nake the proposed investnent.

Their argunent goes too far. While the Legislature
clearly contenplated that we would not rely mechanistically on
particular financial indicators, nothing in Chapter 820, as
finally adopted, precludes the use of any particular tool in
judgi ng financial health. The Legislature was concerned that a
utility seeking to invest in a regulated affiliate not be barred
fromthe investnent sinply because it was rated bel ow i nvest nent
grade. Accordingly, the Legislature directed the Comm ssion to
determ ne case-by-case whether allowi ng an investnment in a
regul ated non-core venture nay be granted pursuant to section
708. W anended our rule accordingly. W disagree with BHE that
t he case-by-case approach required by the anendnment to Chapter
820 prevents us from considering generally accepted financi al
indicators for assessing a utility's financial health.

In addition to exam ning financial ratios, we
conclude it is appropriate to consider (with appropriate weight,
as discussed in Section 4 below other indicia of financial
condition including credit reports, |ender authorizations, funds
fromasset sales, information on nonthly financial statenments and
financial forecasts, the consunmati on of advantageous fi nanci al
transactions, and the size of the investnent relative to the size
of the conmpany and its overall condition.

We di sagree with BHE and BGC that the Comm ssion
need | ook only at the narrow question of whether BHE could

Frank K. Reilly, Investment Analysis and Portfolio
Management, at 367 (4th ed. 1994).
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survive, in the short term the loss of its entire investnent.

Al t hough such information is helpful in determ ning the inpact of
the investnent, it cannot end our inquiry. Sinply show ng that
the inmpact on earnings and cash flowis snmall does not address

t he question of whether such a |loss, taken in the context of
overal |l financial health, could nevertheless be detrinental to
rat epayer interests. W have already determned that it is

i mpossible to insulate ratepayers fully fromthe negative effects
of an investnent by a utility that is not financially sound.

In Phase | of this case, for exanple, we
determ ned that the Conmpany's finances were weak enough to
prevent us frombeing able to find that even an investnent of
$600, 000 i n cash and $375, 000 in devel opnent costs was consi stent
with the findings we were required to make under section 708.
However, under BHE s analysis, we sinply would | ook at the
i ncrenental change in earnings and cash flow before and after the
investnment. If the inpact were snmall, we would be required to
all ow the investnent, even if the Conpany's financial condition
was precari ous.

We decline to adopt BHE s approach. The
determ nation of the inpact of the investnent on BHE s credit,
access to capital, and ability to provide safe, reasonable and
adequat e service cannot be separated froma determ nation of the
utility's financial health.

IV. BHE®"S FINANCIAL CONDITION

A Fi nanci al Rati os

The Bench Anal ysis submitted in this case provided a
statistical analysis and a ratio analysis. The statistical
anal ysis identified a peer group of conparabl e conpanies for BHE
and used their current bond ratings as a proxy for BHE s
financial health. The statistical analysis calculated a total of
six ratios, or "risk neasures"” and conpared BHE agai nst the Val ue
Line (Standard Edition) universe of 84 electric utilities over
the 3-year period 1995, 1996, and 1997. This anal ysis showed
that BHE s peer conpanies were primarily investnment grade but
that BHE cl osely resenbled three of the four non-investnent grade
utilities in the peer group.

The Bench Anal ysis also provided a ratio analysis. The
rati o analysis cal cul ated actual ratios for BHE for the period
from 1995 t hrough 1997 and also its forecasted ratios for 1998,
1999, 2000, and 2001 based on the projections the Conpany
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provided us inits initial filing. These ratios are: (1) Net
Cash Flow to Capital Expenditures, (2) Pre-tax (or EBIT) Interest
Coverage, (3) Funds from Operations (FFO Interest Coverage , (4)
Funds from Operations (FFO to Total Debt, and (5) Total Debt as
a Percent of Total Capital. Although the statistical analysis is
useful to demonstrate BHE s financial condition at the tinme of
the Phase | Order for the purpose of conparing it to current or
proj ected performance, we primarily focus on the use of the ratio
anal ysis to evaluate BHE s projected financial performance for
the period from 1998 to 2001.

The Bench Anal ysis highlighted the overall weakness of
BHE s actual (1995-1997) financial risk ratios, including its
| everage ratio (total debt ratio) and its various cash
flowinterest coverage ratios using the Conpany's nost current
financial forecast. The analysis found that with the exception
of net cash flow to capital expenditures, BHE s actual ratios for
1997 generally fall within the lower end of the BB ranges based
on S&P' s published benchmarks. The Bench Anal ysis al so | ooked at
BHE s financial ratios for the forecast period from 1998-2001.
The anal ysis noted that the ratios on the whol e show i nprovenent
over recent historical results but continue to indicate areas of
weakness.

Finally, the Bench Anal ysis pointed out that the
forecast is based on a return on equity of 12.75% (as set in
BHE s nost recent rate case, Docket No. 97-116). |If BHE s
allowed rate of return on equity starting in the year 2000 were
reduced by, for exanple, 200 basis points, BHE s interest
coverage and total debt ratios woul d suggest an above average
| evel of risk in 2000 and 2001. The analysis further noted that
BHE s forecasts could change as a result of the divestiture of
generation assets since the Conpany has chosen to use book val ue
for the purposes of nodeling their sale. The analysis noted the
possibility that BHE s position could inprove dramatically if,
like CMP and MPS, the generation asset divestiture indicated
val ues significantly above book.

BHE and BGC are critical of the Bench Analysis. BHE
argues that the Bench Anal ysis shoul d have consi dered the reason
for BHE's high | evel of debt, should have used forecasted data
rat her than historical data, and was not properly supported. BHE
argues that the Bench Anal ysis should have determ ned financi al
condition solely inrelation to the required filings in the Phase
| Order. BGC asserts that the analysis is speculative and
applies the wong standard.

We disagree with BHE that the Bench Anal ysis shoul d be
di scount ed because it does not address the fact that BHE s high
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debt level results fromthe buyout of purchase power contracts.
BHE contends that as a result of the buyouts, it reduced its
overall risk but necessarily increased its debt. W do not

di spute that there were benefits to the buyouts; we nerely
observe that the overall risk of a conpany is the conbination of
both its business risk and its financial risk,® and that, while
t he buyouts reduced business risk, they sinmultaneously (though
not necessarily to the sane degree) increased financial risk.

In our Order in Docket No. 97-116, we stated that
"BHE' s business and financial risk is affected by a nunber of
uni que factors, such as the sizable U trapower buyout, Maine
Yankee' s operating problens (which led to its recent closure),
its limted financial flexibility in recent nonths, and other
factors. . . ." Bangor Hydro-Electric Company, Proposed Increase
in Rates, Docket No. 97-116, February 9, 1998, Order at 45. 1In
determ ning that BHE' s overall risk profile nmerited an all owed
rate of return on equity (ROE) of 12.75% we stated:

BHE has operated in a difficult risk

envi ronnment for a nunber of years. Relevant
risk factors include: (1) a relatively weak
econony in its service territory; (2)
substantial purchased power commtnents

(al beit noderated by the recent buyout of its
U trapower contract, which, however, has
increased its financial |everage
significantly); (3) increasing power costs as
a result of the recent closure of Mine
Yankee; and (4) its elimnation of its conmon
di vidend. At the present tinme, BHE has a

hi gh degree of financial |everage (as

evi denced by a common equity ratio of about
279% and very little financial flexibility,
whi ch severely |imts BHE s ability to raise
addi tional debt or equity capital at a
reasonabl e cost.

®Busi ness risk has been defined as "the uncertainty of
income that is caused by the firms industry. In turn this
uncertainty is due to the firms variability of sales due to its
products, customers, and the way it produces its products”.
Reilly at 342. Financial risk is defined as "the additional
uncertainty of returns to equity holders due to the firnm s use of
fixed obligation debt securities. This financial uncertainty is
in addition to the firmis business risk." 1d. at 345
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Id at 53. W note that BHE s own testinony in Docket No. 97-596
concl udes that "investors consider Bangor Hydro to be a security
wi th above average total and market risk."

Thus, although the buyouts are financially benefici al
conpared to the purchase power agreenents, BHE s high debt |evels
remain a concern. W determ ne that the degree of BHE s
financial |everage is a factor we consider in this case and w ||
continue to consider in future filings for section 708 approval.

BHE al so suggests that the Bench Anal ysis shoul d be
rej ected because the "Bench offered no evidence to suggest that
the formula it followed is at all consistent with the process
foll owed by the rating agencies.” W do not rely on the Bench
Anal ysis, however, to arrive at a bond rating for BHE. The point
of the Bench Analysis, as we interpret it, is that the analysis
of financial statements and the resulting ratios are tools that
are comonly enpl oyed by bankers, credit rating agencies, and
bot h bond and equity investors in their investnent decisions.
BHE has acknow edged that it is appropriate for the Comm ssion to
| ook at these ratios in determ ning the Conpany's financial
health. The Bench Anal ysis does not attenpt to re-create a bond
rating analysis. In addition to quantitative analysis, a bond

rating anal ysis considers suchqualitative factors as the ability
of the managenent team the regulatory climate in utility's
operating territory, fuel/power supply and non-utility
activities. The use of the bond rating benchmarks for specific
rati os, however, does assist in assessing the overall financial
health and level of risk of a utility. W do not inply that if
one of the ratios falls outside the range, we would reject a
petition for approval to invest. The use of these benchmarks
sinply provides a starting point in our analysis of financial
soundness.

Finally we reject the claimthat the Bench Analysis is
fl awed because it relied on historical data. The ratio analysis
for 1998 through 2001 is based on BHE s financial projections for
this period.

We now turn to other evidence that can gui de our
assessnent of BHE s financial condition, and our determ nation of
whet her that financial condition justifies our approval of the
proposed i nvest nent.

B. August Fi nancial Statenents

At the hearing, M. Sanp alluded to financial results
for the nonths of July and August. Although BHE did not offer
these results into the record, we take official notice of the
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nmont hly financial statenments for August 1997, March 1998 and
August 1998. MPUC Rules Ch. 110 § 927. Relevant portions of
these statenents are appended as Exhibit 1. Qur exam nation

i ndi cates that the Conpany’s financial condition has shown sone

i nprovenent in the past year and noticeabl e inprovenent between
the March and August 1998 financial statenents. Fromthese data,
we discern a trend toward i nproved financial health. Wile the
financial statenents do not contain audited results, they
reasonably reflect the Conpany’s financial position. Exhibit 2
shows the factors that we considered in reaching our concl usion.

The indicators that are related to the Conpany’ s incone
statenent all show i nprovenent froma year ago and al so from
March of this year. Specifically, fully-diluted Earnings Per
Share (EPS) for the 12 nonths ended August 1998 are up nore than
four times fromthe August 1997 results. The EPS results for the
12 nmont hs ended March 1998 were negative. Net Incone for the 12
nmont hs ended August 1998 is nearly three tinmes the anmount shown
for the 12-nmonth period ending in August 1997 and is nearly five
times the level reported for the 12-nonth period ending in March
1998. Retained Earni ngs showed an increase of over $5 mllion
from August 1997 to August 1998, and was up by about $4.5 million
from March 1998. Conpany-reported Return On Equity (ROE)

i ncreased fromO0.88% in August 1997 to 4.73% at August of 1998;
t he RCE had been at negative 0.04% at the March 1998 reporting
period. Al these neasures of operating results have noved in a
positive direction for BHE after descending to very depressed

| evel s fromthe sunmer of 1997 through the spring of 1998.

In addition, the Conpany’s bal ance sheet showed greater
stability. The Conpany’s Book Val ue per Share increased from
$14. 66 at August 1997 to $14.76 at March 1998 and further clinbed
to $15.64 at August 1998. Wiile the Conpany’s cash flow from
operations and investing activities declined from$15.2 nmillion
for the eight nonths ended August 1997 to $2.8 million for the
sanme period in 1998, the anmount of cash on hand increased from
$0. 116 million at August 1997 to $1.536 million at March 1998 and
to $2.572 mllion at August 1998.

Finally, we |ooked at the interest coverage ratios
reported by BHE. Its Bond Interest Coverage Rati o was 2.63X at
August 1997, 2.65X for March 1998, and 3. 06X at August 1998. The
Conmpany’ s Net Earni ngs Coverage ratio stood at 1.04X at August
1997 and 1.09X in March 1998, but it increased to 1.38X at August
1998. In these results we al so see slow i nprovenent from sone
rat her depressed |evels.

Wiile the results reported by BHE at August 1998 do not
show t hat BHE has achi eved robust financial health, they suggest
that the Conpany’s position is no |onger as precarious as it was
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when the Conmm ssion granted the Conpany’s request for energency
rates in 1997 and a sizable pernmanent rate increase in 1998.

C. Credit Report

BHE s February 1998 private letter credit report showed
an upgrade of the Conmpany’s corporate credit rating fromBB- to
BB. According to the rating from Standard & Poor’s, the rating
reflects:

the utility s somewhat bel ow average busi ness
risk profile and an inproving, albeit stil
weak, financial profile when adjusted for

of f - bal ance sheet purchased power

obligations. The poor qualitative structure
reflects the utility’s high cost structure, a
somewhat | arge and cyclical industrial |oad,
and a sluggish local econony. 1In addition, a
determ nation of stranded cost recovery with
i mpendi ng industry restructuring to introduce
direct access in March 2000 as well as Mine
Yankee rate recovery treatnent remain credit
concerns.

The stable outl ook reflects expectations of
continued financial inprovenent due to the
supportive rate increase and nanagenent’s
efforts to nonetize the UNITIL power contract
and restructure certain assets. Further
financi al inprovenent may be enhanced by the
conpany’s generation asset divestiture.
Still, the recently enacted restructuring

| aw, al t hough supportive of stranded cost
recovery, remains a concern

The credit report, although not recent, appears consistent with
our analysis that the Conpany's financial condition is weak but

i mprovi ng.

D. Sale of Land at Graham Station

BHE recently closed on the sale of |and at G aham
Station in Veazie for $6.2 mllion, which will be used to reduce
the $45 million loan. W conclude that the reduction of debt is
a positive step for BHE, and thus, we consider the news of the
Graham Station land sale to be a positive devel opnment for BHE. ©
E. Si ze of the Investnent

®We do not deternmine in this docket whether BHE was prudent
in agreeing to a sale price of $6.2 mllion.
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BHE has cl ai med that for the purpose of Conmm ssion
approval under section 708, the Conm ssion should not consider
devel opnent costs as investnents because: (1) the devel opnent
costs have al ready been incurred and recorded as expenses by BHE
and alternatively, (2) if devel opnent costs are consi dered
i nvestnents, they have already been approved in Phase | of this
proceedi ng. Bangor Gas does not address this issue in its brief
other than to state that assum ng approval of such costs is
necessary, approval should be granted. The Public Advocate
states that:

For the purposes of Conm ssion approval under
8708 all costs associated with Bangor Hydro's
foray into non-core ventures should be
considered part of the investnment. This
shoul d include all amounts identified by the
Conmpany in its response to Advisors 5-6. Al
of these funds woul d not have been spent but
for the Conpany's decision to seek to make
this investnment, and thus they are funds that
affect the 'reorganization' in terns of
whether it is 'consistent with the interests
of ratepayers and investors.' Dollars paid
to | awers to pursue regul atory approval for
non-core activities, for exanple, are no
different than dollars used to capitalize
PNG. Both commit funds which cannot then be
used for core functions.

We agree with the Public Advocate. W determ ne that an

i nvestnment within the neaning of Chapter 820 and for the purpose
of section 708 approval should include all amounts a utility
spends or proposes to spend on a non-core venture. This
conclusion is consistent with our prior order in this case, the
Second Revised Stipulation, and the nandates of section 708 of
Title 35-A

The Second Revised Stipulation clearly considers
devel opnent costs as an investnent by Bangor Hydro for the
pur poses of section 708 approval. It states the parties’
agreenent that BHE is pernmitted to have its “devel opnent expenses
relating to the Bangor Gas Project, estimated to be $375, 000,
credited by Bangor Gas as an investnent in Bangor Gas.” Second
Revi sed Stipulation, 2. Thus, the parties considered
devel opnent costs to be an investnment in Bangor Gas.

The Commi ssion’s Order approving the stipulation is
consistent with the conclusion that devel opnent costs are an
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i nvestnment requiring our approval. In that Oder, we determ ned
that the original stipulation allowed an investnment of $375, 000
in devel opnent costs as well as a $600, 000 cash investnent.

Phase | Oder at 2, 6. Thus, we considered whet her BHE shoul d be
allowed to invest $975,000. W determ ned that because BHE had
not shown that it was or would be in financially sound condition,
we could not approve the nearly $1 million investment pursuant to
35-A MR S A8 708. Phase | Order at 7. W approved the Second
Revi sed Stipul ation because it allowed BHE to invest up to $2.5
mllion in cash plus $375,000 in devel opment costs on the
condition that it denonstrate that it is in sound financial
condition. The Phase | Order required BHE to denonstrate its
financi al soundness as a condition of approving the entire

i nvestment, both devel opment costs and the cash contributions
required by the construction budget.

We concl ude that both the Second Revised Stipul ation
and the Order approving it consider devel opnent costs as an
i nvestment requiring approval pursuant to section 708 and that
only conditional approval was granted for the entire investnent
($2.5 mllion in cash plus $375,000 in devel opnent costs). W
therefore reject BHE s clains that section 708 approval is not
required for devel opnent costs and that if approval is required
it has been granted in our Phase I Order. W note however, that
even if we had approved the devel opnment costs as an investnent,
we woul d still consider the aggregate investnent in determ ning
whet her the next increnental anpunt shoul d be approved.

We further reject the argunent that because BHE chose
to expense devel opnent costs inmediately, such expenditures
shoul d not be considered investnments requiring section 708
approval. W agree with the Public Advocate that we should

consi der that such funds werenot spent on core operations.
Moreover, we agree with the Bench Analysis that the | oss of a
utility’ s cumul ative investnents in the devel opnent and
capitalization of non-core ventures could damage the Conpany’s
credibility in the investnent community. Under section 708 of
Title 35-A, we are required to determ ne whether the

reorgani zation will inpair the utility’'s credit or its ability to
attract capital on reasonable terns. Thus, we nust consider
whet her the | oss of funds invested or spent on the proposed
non-core venture, as well as the utility’ s existing non-core

i nvestnments, woul d damage the Conpany’s ability to attract
capital on reasonable terns.

In his affidavit, M. Sanp has identified devel opnent
costs relating to Bangor Gas as of August 31, 1998, as anounting
to approxi mately $624,000. Affidavit 3. Thus, we determ ne
that the total amount of BHE s proposed investnment in BGC for
pur poses of section 708 review is $1, 224, 000.
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F. Lendi ng Agr eenent

In our Phase | Order, we noted that BHE had not yet
sought or obtained fromthe banks that were parties to the credit
agreenent then in effect perm ssion to make the proposed
i nvestnment. The Second Revised Stipulation required BHE to
provide in its supplenmental filing a discussion of the status of
any approvals fromBHE s financing parties that nmay be necessary
under any BHE credit agreenent. In its supplenmental filing, BHE
asserted that it had perm ssion under its new | endi ng agreenent
to invest up to $700,000 in BGC. BHE further asserted at hearing
that it did not need | enders' approval to invest the additional
$624, 000 i n devel opnment costs, sone of which were already
expended at the tinme the | ending agreenent was negotiated. W do
not express an opi ni on about whether the parties to BHE s | endi ng
agreenent intended that devel opment costs shoul d be consi dered
part of an investnment requiring approval fromthe | enders.
However, we are concerned about the ram fications for BHE s
financial condition of any violation of the |ending agreenent.
Accordingly, we require BHE to ascertain that the expenditure of
the full $1,224,000, including the $624, 000 i n devel opnent costs,
will not violate the terns of the |lending agreenent.’” W
condition our approval upon the transaction being consistent with
the ternms of the | ending agreenent.

G Model of I npact of Loss of Total $1.2 MIlion
| nvestnent in 1998

BHE has provided an affidavit showing the effect of the
loss of the total $1.2 million investrment in 1998. This analysis
indicates relatively small reductions in its ROE, Earnings Per
Common Share, Common Equity Ratio and Pre-Tax Income. As both
t he Bench Anal ysis and the Public Advocate observe, however, the
anal ysi s does not account for possible loss of credibility in the
i nvestment community if such |osses are incurred. Neverthel ess,
we consider the relatively small inpact of the investnent as one
factor supporting our decision to allow the investnent.

H. Closing on PERC and UNITIL transacti on and Refi nanci ng
of Cor porate Debt

At the time we issued our Phase | Order, BHE had not
yet closed on the PERC and UNITIL transactions. |In addition,

‘W note that the safest way to ascertain that expenditure
of the full $1, 224,000, including the $624,000 in devel opnent
costs, is consistent with the ternms of the | ending agreenent is
t hrough the agreenent of the |enders.
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princi pal paynments were due on July 1, 1998 under the credit
agreenent then in effect. The Second Revised Stipulation
approved in the Phase | Order thus required BHE to include in its
suppl enmental filing "an update on financing for the PERC
transaction and the Unitel nonetization.” 1In its supplenental
filing, BHE reported that it had closed on the UNITIL and PERC
transactions and that it had recently conpleted a refinancing of
its corporate debt. W consider the renoval of uncertainty
regardi ng these transactions as one factor in allowng BHE to
make the nodest investnent at issue here.

IV. CONCLUSION

We have determ ned that BHE s financial condition has
i mproved since March 1998. By no stretch, however, can BHE be
viewed as so healthy financially that we shoul d abandon our
scrutiny over the size of its investnents in non-core activities.
Qur task here is to determ ne whether, based on the Conpany’s
i mproved but not yet healthy financial state and the proposed
i nvest nent of $1, 224,000, we can concl ude that the proposed
investment is consistent with the interest of ratepayers and
sharehol ders and will not inpair BHE s access to capital on
reasonable terns, its credit, or its ability to provide safe
reasonabl e and adequate service. 35-A MR S. A 8708(2)(A). On
bal ance, we agree with the parties that the total $1, 224, 000
i nvestment, when considered with the inprovenent in Bangor
Hydro’s financial condition and the additional funds fromthe
| and sale at Graham Station, allow us to make the findings
requi red under section 708 of Title 35-A  Accordingly, pursuant
to Chapter 820, section 708 of Title 35-A and our Phase I Oder,
we approve an investnment by BHE of $1, 224,000 ($600,000 in cash
and approxi mately $624, 000 i n Bangor Gas rel ated devel opnent
costs).®

%We do not base our approval in any way upon BGC s assertion
that the investnent “will in all |ikelihood, enhance Bangor
Hydro’s financial position,” and that “an investor woul d support
the investnent as a proper step towards further and continued
i nprovenent in the Conpany’s credit quality.” Because our
anal ysis has exam ned the effect of a total |oss of the
i nvestnment, we do not reach any concl usi on here about the
ri skiness of the venture. We note, however, that in our O der
approving BGC s 10 year rate plan we stated, “we are not dealing
with an established utility that is operating under rate of
return regulation. Rather, as a new conmpany in a conpetitive
environment BGC is quite likely to be found to have sonewhat nore
busi ness risk than [Northern, CWP and BHE].” Bangor Gas Company.
Petition for Approval to Proved Gas Service in the Greater
Bangor, Docket No. 97-795, Order Approving Rate Plan, (June 26,
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V. SUBSEQUENT PROPOSED INVESTMENTS

BHE has stated that it may not require approval to nake its
capital contribution due in April 1999° because Standard & Poor’s
has indicated that BHE s first nortgage bonds "would be eligible
for a rating of one notch above the conmpany’s CCR [corporate

credit rating]. . ." BHE has stated that “it is nore probable
that the Conpany’s corporate credit rating would be upgraded to
BB+ at the next sem -annual review at the end of 1998. |If one

assunes that S&P would rate senior bonds at a | evel one grade
above the corporate credit rating, the Conpany coul d request and
receive an investnment grade rating (BBB-) for its first nortgage
bonds at that tine.” W do not decide at this tine whether a
private rating of BBB- on BHE s First Mrtgage Bonds shoul d be
consi dered an investnment grade bond rating under Chapter 820.

Rat her we expect this issue to be litigated if BHE proposes to

i nvest, w thout Conm ssion approval, additional funds in BGC

based on its interpretation of Chapter 820.

BHE has requested that the Comm ssion approve a 90-day tine
frame for considering its request to nake the April 1999 Bangor
Gas capital call. BHE states that a 90-day process woul d
all ow the Conpany to file in md to |ate January and describe its
financial condition at that tinme based on the nost recent
information available. It specifically notes that at that tine
BGC nay have identified its construction financing, which would
have an inpact on the anmount of the anticipated Bangor Gas Apri
capital call. W find BHE s request to be reasonabl e and grant
BHE s request for a 90-day review period to consider its request
to make additional investnments in Bangor Gas in April of 1999.

Accordingly, we

ORDER

1. That Bangor Hydro-El ectric Conpany may i nvest
$1, 224, 000, including $624,000 in already expended devel opnent
costs, in Penobscot Natural Gas for investnment in Bangor Gas
Conpany as descri bed above in this Order and consistent with the
provi sions of the Second Revised Stipulation approved in the

Phase | Oder in this matter.

Dat ed at Augusta, Miine, this 30th day of Cctober, 1998.

1998), Order at 25.

°'t appears that BHE may be asked to make capital
contributions of between $7 million and $10 mllion in 1999.
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BY ORDER OF THE COW SSI ON

Dennis L. Keschl
Adm ni strative Director

COWM SSI ONERS VOTI NG FOR: Vel ch
Nugent
Di anmond
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NOTI CE OF RI GHTS TO REVI EW OR APPEAL

5 MR S. A 8 9061 requires the Public Utilities Comm ssion
to give each party to an adjudi catory proceeding witten notice
of the party's rights to review or appeal of its decision nade at
t he concl usion of the adjudicatory proceeding. The nethods of
revi ew or appeal of PUC decisions at the conclusion of an
adj udi catory proceeding are as foll ows:

1. Reconsi deration of the Comm ssion's Order nay be
request ed under Section 1004 of the Conm ssion's Rul es of
Practice and Procedure (65-407 C MR 110) within 20 days of
the date of the Order by filing a petition with the

Comm ssion stating the grounds upon which reconsideration is
sought..

2. Appeal of a final decision of the Conmm ssion may be
taken to the Law Court by filing, within 30 days of the date
of the Order, a Notice of Appeal with the Adm nistrative
Director of the Comm ssion, pursuant to 35-A MR S. A § 1320
(1)-(4) and the Maine Rules of Cvil Procedure, Rule 73 et
seq.

3. Addi tional court review of constitutional issues or

i ssues involving the justness or reasonabl eness of rates may
be had by the filing of an appeal with the Law Court,
pursuant to 35-A MR S. A § 1320 (5).

Note: The attachnent of this Notice to a docunent does not
indicate the Comm ssion's view that the particul ar docunent may
be subject to review or appeal. Simlarly, the failure of the
Comm ssion to attach a copy of this Notice to a docunent does not
i ndicate the Comm ssion's view that the docunent is not subject

to review or appeal.



